Over the past decades, many countries have implemented significant reforms (including financial liberalization, privatization, and regulatory and supervisory improvements) to foster domestic capital market development. Despite these policies, the performance of capital markets in several countries has been disappointing. To understand the effects of reforms, we study the impact of six capital market reforms on domestic stock market development and internationalization. We find that reforms tend to be followed by increases in domestic market capitalization and trading. But reforms are also followed by an increase in the share of activity in international equity markets, with potential negative spillover effects.
Introduction
Over the last two decades, a large number of countries, both developed and developing, have implemented significant capital market reforms, including stock market 0378-4266/$ -see front matter Ó 2006 Published by Elsevier B.V. doi:10. 1016/j.jbankfin.2006.11.008 liberalization, improvements in securities clearance and settlements systems, and the development of regulatory and supervisory frameworks. These reforms, together with improved macroeconomic fundamentals and related reforms, such as the privatization of stateowned enterprises and the shift to privately managed defined contribution pension systems, were expected to foster domestic financial development. 3 These expectations were supported by the growing cross-sectional empirical evidence on the determinants of stock market development, which shows that countries with sounder macroeconomic policies, better institutional environments, and more efficient legal systems, especially regarding the protection of minority investors, have more developed domestic markets. 4 Capital market reforms were also expected to foster domestic market development through their impact on the stock market internationalization process. According to this argument, poor domestic environments prompt firms and investors to use international markets more intensively. A poor domestic environment has long been considered one of the main reasons for capital flight and greater use by domestic residents of financial services offered abroad (see, for example, Collier et al., 2000) . Over the last decades, there has been an increasing migration of securities market activities to major international financial centers, such as New York and London. As part of this globalization process, depositary receipts (DRs) have become increasingly popular instruments. 5 For many developing countries, activity in international markets now exceeds domestic stock market activity. A number of papers argue that this internationalization process is the result of firms trying to escape from poor domestic environments with weak institutions and poorly functioning markets. 6 This view implies that capital market reforms will reduce incentives for firms to internationalize and will result in a lower share of equity market activities taking place abroad. This may have significant implications for domestic market development, as the migration of trading to international financial centers can have negative spillover effects on local markets. 7 Despite the intense reform efforts, the performance of local capital markets in many developing countries has been disappointing. Although some countries experienced growth of their stock markets, this growth was not as significant as the one witnessed by the most advanced nations. Other countries experienced an actual deterioration of their domestic capital markets. 8 Stock markets in many developing countries remain illiquid and segmented, with trading and capitalization concentrated on few stocks. The large number of policy initiatives and the dismal performance of capital markets have raised several questions. Is it possible that capital markets do not respond to reforms and that the policy prescriptions were based just on cross-country evidence? Is more time needed to see the full fruits of reforms? Does the reform agenda need to be rethought?
In this paper we try to shed light into this issue, by analyzing how capital market-specific and related reforms have impacted both the development of domestic stock markets and the internationalization of stock market activities. We focus our analysis on six reforms that can potentially contribute to the development of stock markets, for which we were able to collect data on implementation dates for a large number of countries. These reforms are: stock market liberalization, enforcement of insider trading laws, introduction of electronic trading systems, privatization programs, structural pension reform (i.e., shifting from a public defined benefit pay-as-you-go system to a privately managed funded defined contribution system), and institutional reform. 9 From an academic perspective, the value added of this paper is to analyze the impact of different capital market reforms using the same framework and extend the analysis beyond domestic stock markets, including activity in international markets. There are a number of papers that analyze the impact of some of these reforms on certain aspects of local stock markets. We discuss these papers below, when describing in detail each reform covered by our study. However, these papers tend focus only on one reform. We instead study the impact of six reforms on domestic markets, using two indicators of stock market development: capitalization and trading activity. 10 Furthermore, none of these papers include international activity in their analyses. This represents an important limitation, given the significant participation of many countries in international equity markets.
From an academic and policy perspective, our study allows policymakers to go beyond cross-country evidence and understand the within-country impact of reforms. Although the cross-country analysis of the determinants of stock market development is very informative, it presents some shortcomings from the standpoint of each country. The relevant policy question is how capital market reforms and improvements in the enabling environment will affect a country's stock market. Cross-country evidence might not be very helpful in this respect, as some variables are completely exogenous and beyond the control of policymakers. 11 And even when the government can manipulate some variables, it may be very difficult and might take a very long time for a developing country to replicate the environment existent in rich countries, which is the one thought to be optimal for finance to flourish. Even panel data analysis may be of limited assistance, as there may be little time variation in the macroeconomic and institutional environment and panel results might thus be driven by cross-country differences. In this paper, we shift the attention away from estimating the cross-sectional relation between fundamentals and stock market development, and focus instead on event studies, which show the within-country changes in stock market development and internationalization around capital market reforms. We view this approach as complementary to the panel and cross-country analysis documented so far in the literature.
We find that reforms are associated with increases in domestic stock market capitalization and trading, contrary to the claim that they are not effective. However, we also find that reforms are associated with increased internationalization, and that some of the reforms seem to have been followed by a higher share of activity in international markets. This runs contrary to the view that a poor domestic environment prompts firms to access international markets and that reforms reduce internationalization.
Most of the results are robust to controlling for domestic and international macroeconomic variables. These controls are important because capital market reforms can be contemporaneous to other policy changes (such as macroeconomic stabilization programs, trade liberalization, and the easing of exchange rate controls) or may occur at high points in the domestic and/or international business cycle. Since many countries implemented several capital market reforms in a short period of time, when analyzing each reform we also control for other reforms clustered around that time. We find that our results remain mostly unchanged when including this control, suggesting that the reforms under analysis tend to have a positive marginal effect on domestic stock market development and internationalization.
The rest of the paper is structured as follows. Section 2 describes the data and the reforms under analysis. Section 3 presents the empirical results. Section 4 discusses some potential interpretation problems and presents robustness tests. Section 5 concludes.
Data
This section presents the data used in the paper. We first describe the data on stock market activity, both in domestic markets and abroad, and then discuss in detail the reforms we analyze.
Stock market activity data
As measures of stock market activity, we use two variables: market capitalization and value traded. For both variables, we need data on domestic and international activity. While there are several sources on domestic stock market capitalization and value traded that comprise a large number of countries, there is no comprehensive database on the extent of the internationalization of stock market activities. Therefore, we need to combine a number of sources. 12 On domestic activity, the data on market capitalization and value traded on the major local stock exchanges come from the Standard & Poor's Emerging Markets Database and Global Stock Markets Factbook and cover the period 1975-2004 for 117 countries.
On international activity, we use data from Claessens et al. (2006) , who collect firmlevel information from several sources and aggregate it to obtain country-level variables. Here, we only present a brief description of these data. In terms of trading in international markets, the data come from the Bank of New York and cover trading in ADRs for the period 1989-2000. Data from the Bank of New York, Euromoney, the London Stock Exchange (LSE), NASDAQ, and the New York Stock Exchange (NYSE) are used to identify the ''international'' firms in each country. International firms are those that are listed in international markets, directly or via DRs, or have raised capital in international equity markets. This classification is used to determine the market capitalization of all international firms in each country. 13 We use six variables for our analysis, two for the development of local stock markets, two for the internationalization of stock exchange activities, and two for the relative degree of internationalization. The first two are: market capitalization over gross domestic product (GDP) and value traded domestically over GDP. The next two are: market capitalization of international firms over GDP and value traded abroad over GDP. The last two are: market capitalization of international firms over total domestic market capitalization and value traded abroad over value traded domestically.
Capital market reforms
As mentioned above, we analyze the impact of six capital market-specific and related reforms: stock market liberalization, enforcement of insider trading laws, introduction of fully automated electronic trading systems, privatization programs, structural pension reform, and institutional reform. 14 While these reforms were a significant part of the capital market reform programs implemented by most countries, this list is not exhaustive and does not attempt to cover all the policy initiatives oriented towards fostering stock market development that were implemented over the last decades. The focus on these reforms is driven by their relevance, as many imply significant policy changes, and by data availability on their implementation dates for a large enough number of countries. Although we believe that we cover some of the most significant capital market related reforms, some policies not included in our analysis may be as relevant, if not more, for stock market development. We now turn to the description of each reform.
Stock market liberalization is the decision by a government to allow foreign investors to purchase shares in the local stock market and domestic investors to purchase shares abroad. International asset pricing models predict that the integration with world financial markets should lead to a reduction in the cost of capital. 15 A number of papers assess the impact of stock market liberalization on the cost of equity capital, finding evidence of an increase in share prices around the liberalization date and a reduction in the cost of capital afterwards. 16 13 For all the internationalization variables observations are assigned a zero when no activity in international equity markets is identified. 14 See de la Torre et al. (2006) for the list of countries covered and the dates of the different reforms analyzed. 15 See, for example, Stapleton and Subrahmanyam (1977) , Stulz (1981 Stulz ( , 1999 , Errunza and Losq (1985) , Eun and Janakiramanan (1986) and Alexander et al. (1987) . 16 See, for example, Bekaert and Harvey (2000) , Henry (2000a Henry ( , 2003 , Kim and Singal (2000) and Edison and Warnock (2003) . A related literature analyzes the impact of stock market liberalization on real variables, reporting significant increases in investment and economic growth following liberalization (see, for example, Henry, 2000b , 2003 and Bekaert et al., 2005 .
Regarding stock market development, liberalization increases the pool of capital available to local firms and broadens the investor base. This is likely to lead to increased liquidity and larger amounts of research. Furthermore, the scrutiny of foreign investors may increase transparency and promote the adoption of better corporate governance practices (Stulz, 1999; Errunza, 2001) . Consistent with these arguments, a number of papers find evidence of increases in domestic stock market depth and efficiency following liberalization. 17 Our data for dating the liberalization of stock markets come from three sources: Bekaert et al. (2005) , who present official liberalization dates, mostly for developing countries; Kaminsky and Schmukler (2003) , who construct an index of the extent of stock market liberalization which also includes developed economies; and Vinhas de Souza (2005), who extends this index to Eastern European countries. We combine these three sources to get the widest possible coverage.
As part of the capital market reform programs, governments approved new laws and regulations aimed at creating the proper legal and regulatory framework for capital markets to flourish. Many countries tried to improve corporate governance practices, by introducing new standards in a number of different areas, including voting ratings, tender procedures, and the structure of the board of directors. Some countries also enacted new insider trading regulations and improved accounting and disclosure standards. To account for improvements in the legal framework for investors, we focus on the enforcement of insider trading regulations. The date of insider trading laws enforcement is the date of the first prosecution under these laws. These data come from Bhattacharya and Daouk (2002) , who carry out a comprehensive survey of insider trading laws, finding that these laws existed in 87 countries by 1998 but had been enforced, as evidenced by prosecutions, in only 38 of them.
Policymakers also took important strides towards establishing and improving the basic environment for capital market operations, including new policies related to securities clearance and settlement systems, trading platforms, and custody arrangements. These reforms were expected to improve market performance, by increasing liquidity, enhancing efficiency, and reducing trading costs. We focus our analysis on the replacement of traditional trading floors, on which brokers manually match orders using an open outcry system, by fully automated electronic trading systems. Electronic trading systems may increase liquidity and improve efficiency by reducing transaction costs and increasing information availability. These trading systems may also attract new pools of liquidity, by providing affordable remote access to investors. The dates of the introduction of electronic trading systems come from Jain (2005), who collects data on stock exchanges in 120 countries and finds that the leading exchanges in 101 of those countries have introduced electronic trading over the last 25 years.
In the last 20 years, governments from all over the world have undertaken significant privatization programs. This privatization process was motivated by the desire to increase government revenues, promote economic efficiency, and reduce government interference in the economy. Domestic capital market development was also an explicit objective of privatization programs in many countries. Privatizations had a direct impact on domestic stock markets, as many governments carried out privatization sales through share offerings on local exchanges. These share issues were expected to foster stock market development by increasing the diversification opportunities available to investors and therefore encouraging trading activity and new listings by private firms. 18 Privatization programs, even without share offerings on local exchanges, may also foster stock market development by reducing political risk (Perotti and van Oijen, 2001) . Privatizations also had a direct impact on stock market internationalization, as many privatization sales involved offerings in international financial markets.
To date the start of privatization programs we use data from the World Bank privatization database, which records privatization transactions from developing countries between 1988 and 2003, and the Privatization Barometer database, which has data on privatization transactions starting in 1977 for 23 European countries. For some countries not included in these databases, we collected data on privatization transactions from government sources. We define the starting date of a privatization process as the first year with at least two privatization transactions that is followed by further transactions in at least 3 of the next 4 years. 19 We require privatization activity to be maintained for at least some time because we want to capture the start of a privatization program and not isolated transactions. Also, note that we focus on transactions and not the announcement of a privatization program or the introduction of a privatization law, as we want to capture the actual implementation of a privatization program.
Another significant reform in many countries, especially in Latin America and Eastern Europe, was the shift from public pay-as-you-go pension systems to privately managed funded systems. 20 Chile was the first country to implement this type of reform in 1981 and several countries adopted similar systems during the 1990s. Structural pension reforms were expected to improve macroeconomic stability, by reducing the demographic pressures of pay-as-you-go systems and inducing fiscal reform during the transition, reduce labor market distortions, increase savings, and reduce political interference in the system. 21 Pension reform was also seen as conductive for capital market development. As reviewed by Walker and Lefort (2002) , pension reform may foster the development of domestic capital markets through three main channels: by inducing authorities to improve the regulatory framework, increasing specialization in the investment decision-making process, and improving incentives for financial innovation.
To date the implementation of pension reforms we combine data from several sources, including Palacios and Pallares-Millares (2000) , the International Association of Pension Funds Supervisory Authorities (AIOS), the International Federation of Pension Funds Administrators (FIAP), and the International Center for Pension Reform.
As discussed above, cross-country evidence on the determinants of stock market development shows that countries with better institutional frameworks tend to have more active markets. However, for many developing countries it may be very difficult, if not impossible, to replicate the institutional environment existing in developed countries. Therefore, we focus our analysis on the impact of institutional changes on stock market development and internationalization, not on the absolute quality of institutions. To date institutional improvements we use data from the International Monetary Fund (2005), which analyzes changes in economic institutions for approximately 90 developing countries over the 1970-2004 period.
Reforms and stock market development and internationalization
In this section, we analyze the impact of reforms on domestic stock market development and internationalization using event studies. Since we are interested in the within-country effects of reforms (abstracting from cross-country variations), we estimate fixed-effects regressions of our six measures of domestic stock market development and internationalization on a dummy for each reform, defined by the reform dates described above. 22 We concentrate our analysis on a 10-year window around the reform dates (5 years before and 5 years after, including the reform year) and include only those countries with at least two annual observations before and after each reform. 23 Regression results are presented in Table 1 . Each column reports the results for a specific reform. Note that the sample of countries and the period covered varies across columns, as only those countries that implemented the reform under analysis are included in each regression and the period analyzed changes according to the reform date for each country.
The estimations on domestic stock market development (top panel) show that reforms are followed by significant increases in local market activity. In the case of market capitalization over GDP, all the reform coefficients are positive and significant at the 1% level. Furthermore, the size of these coefficients is quite large. In the case of stock market liberalization, for example, the pre-reform average stock market capitalization over GDP is 19.3% and the within-country difference between the pre-liberalization and post-liberalization periods is 14.2 percentage points. Similar results are found for value traded domestically, with all reforms (except stock market liberalization) being followed by increased trading activity in the local market.
Reforms also seem to be associated with increases in stock market internationalization (middle panel). All the reforms under analysis are followed by significant increases in both the market capitalization of international firms and trading abroad as a share of GDP.
These results show that reforms are followed by increased domestic stock market development and internationalization. This suggests that reforms may make local firms more attractive to foreign investors, who then grant them access to international markets at attractive terms. This evidence is consistent with the findings of Claessens et al. (2006) , who report that better fundamentals foster stock market development, but also increase internationalization. Some of the results may also reflect the direct impact of reforms on internationalization.
A relevant question is whether the reforms are followed by similar increases in domestic and international activity. The evidence described so far does not allow us to answer this question because the samples used for the regressions on domestic and international variables (relative to GDP) are different due to data availability. Therefore, we analyze the impact of reforms on the ratio of international to domestic activity, which constraints the sample to be the same. These results are presented in the bottom panel of Table 1 .
The results for the ratio of the market capitalization of international firms to total domestic market capitalization, suggest that reforms are followed by an acceleration in the internationalization process. All the reform coefficients are positive and significant at the 1% level. Furthermore, the size of the coefficients is quite large. The regressions on value traded abroad over value traded domestically present similar results. All the reforms, with the exception of privatization and the introduction of electronic trading systems, seem to be followed by large increases in the share of trading that takes place in international markets.
In sum, our results show that capital market reforms are followed by significant increases in domestic stock market activity and internationalization. Furthermore, they seem to be associated with a larger share of activity abroad. Although our regressions show a statistically significant correlation between reforms and stock market activity, both domestically and abroad, there are a number of arguments that suggest that these results should be interpreted with care and that it is difficult to show a causal link between reforms and market activity. We now turn to those arguments.
Robustness tests and alternative explanations
A possible explanation for the positive relation we find between reforms and stock market activity is that this relation is driven by some omitted variables that are correlated with reforms, but not by the reforms themselves. For instance, countries may time their reforms to coincide with high points in the world business cycle. In this case, our results may overstate the impact of reforms, since the reform dummies may be capturing the effect of the international business cycle on stock market activity. As another example of omitted factors, capital market reforms are often part of larger macroeconomic and institutional reform programs, including trade liberalization, macroeconomic stabilization programs, and the easing of exchange rate controls. These policies may have a significant impact on growth prospects and might lead to increased stock market activity, both domestically and abroad. Our reform dummies may thus be capturing the impact of the contemporaneous macroeconomic and institutional changes, and not that of the capital market reform analyzed in each case. Common global factors could also be driving our results. 24 To address these concerns, we reestimate the regressions from Table 1 controlling for additional variables. In particular, we include US interest rates and GDP growth in high-income OECD countries to control for the world business cycle and common global factors. 25 To capture the impact of contemporaneous macroeconomic reforms, we do not use reform dummies, as we do not have sufficient information to date these reforms for all the countries in our dataset. Therefore, we follow an indirect approach, by controlling for domestic fundamentals that may capture the outcome of these reforms. Specifically, we control for GDP growth and the fiscal deficit. 26 Note that GDP growth may also be interpreted as a measure of the domestic business cycle, which may also affect the timing of capital market reforms. Table 2 presents the results of the regressions controlling for the reform dummies and domestic macroeconomic variables only. Table 3 shows the results controlling also for those variables that proxy for the world business cycle.
The regressions on domestic stock market development (Tables 2 and 3 , top panel) show that our results are robust to controlling for macroeconomic variables and the international business cycle. In the case of the domestic market capitalization over GDP all the reform coefficients are positive and statistically significant at the 1% level. The results for value traded domestically are similar, with all reform coefficients being positive and significant, except for those on stock market liberalization, consistent with the results reported in Table 1 . Most of the reform coefficients are lower than those reported in Table 1 , which suggests that in those regressions our reform dummies may be capturing part of the positive impact of macroeconomic reforms and the international business cycle on domestic market capitalization. Regarding the remaining variables, the coefficients on fiscal deficit over GDP are negative and statistically significant while those on GDP growth tend to be positive. We also find that the international business cycle affects domestic stock markets, with higher US interest rates and lower OECD growth resulting in lower market capitalizations.
The results for stock market internationalization (Tables 2 and 3 , middle panel) show that reforms tend to be followed by increased capitalization and trading in international markets, even when controlling for macroeconomic variables and the international business cycle. In the case of the market capitalization of international firms over GDP, all the reform coefficients are positive and statistically significant. The results for value traded abroad are similar. Only the introduction of electronic trading systems and pension reform are not statistically significant in the specifications that include all the control variables (Table 3, middle panel) .
Finally, the bottom panels of Tables 2 and 3 show that reforms tend to be followed by an increased share of market capitalization and trading in international markets. In the case of the market capitalization of international firms over total domestic market capital-ization, all the reform dummies are positive and statistically significant at 1% level, except for institutional reform when controlling for the international business cycle. For the ratio of value traded abroad to value traded domestically, all the reform coefficients are positive and statistically significant, with the exception of those on the introduction of electronic trading systems and privatization. However, when controlling for international growth and interest rates ( Table 3 ) the enforcement of insider trading laws and institutional reform lose their significance.
The evidence presented in Tables 2 and 3 shows that the positive correlation between capital market reforms and stock market development and internationalization is robust to a number of potential omitted variables, but should still be interpreted with caution. Although in these regressions we attempt to control for a number of contemporaneous macroeconomic and institutional reforms, we may not be capturing all the reforms and their complete impact. We may also be omitting other relevant variables that drive the processes of domestic stock market development and internationalization. To the extent that our reform dummies inadvertently capture the effect of these variables, we may be overstating the impact of reforms.
All the analyses presented above have focused on measuring the impact of each reform, without taking into account other capital market reforms. However, countries tend to implement several capital market reforms in a relatively short period. Thus, the reform dummies in our regressions may not be capturing the marginal effect of each reform, but rather the impact of other capital market reforms implemented around the same date.
To measure the marginal effect of each reform, we reestimate our regressions controlling for the number of capital market reforms implemented by each country, other than the reform under analysis in each case. 27, 28 This variable captures the impact of additional capital market reforms clustered around the reform being analyzed (i.e., reforms implemented more than 5 years before or after the reform under study do not affect our results). Given that we control for country-level fixed effects, our results are not affected by differences across countries in the number of reforms implemented. To keep the number of tables at a manageable level, we only report the results without including additional control variables. 29 The results are presented in Table 4 .
The top panel in Table 4 shows the regressions for the domestic stock market development variables. Most of our results are robust to controlling for the implementation of additional capital market reforms. All the reforms, except for the enforcement of insider trading laws, are followed by significant increases in market capitalization over GDP. Similar results are found for value traded domestically over GDP. All the reforms, with the exception of stock market liberalization and institutional reform, are followed by increased trading activity. Most of the coefficients are lower than those reported in Table 1 , which suggests that in those regressions our reform dummies may be capturing 27 This variable is calculated by adding up the different reform dummies, other than that for the reform under analysis in each case. This requires having information to determine whether countries implemented all of the six reforms analyzed. Therefore, the sample of countries included in these regressions is restricted to countries with data available on all reforms. As an alternative, we estimated the regressions assuming that those countries with missing data on a reform did not implement it and obtained similar results. 28 We use the number of additional reforms to control for contemporaneous reforms and not one dummy for each reform because the different reform dummies tend to be highly correlated. 29 In most cases, similar results are obtained when controlling for domestic macroeconomic variables. 18  23  33  16  12  11  21  23  38  18  12  11 This table shows least square regressions with robust standard errors estimated using fixed effects models for countries implementing reforms between 1975 and 2004. The regressions consider a 10-year event window around the reform dates (5 years before and 5 years after, including the reform year). The sample includes only countries with at least two observations before the reform date and two afterwards. Absolute values of t-statistics are in brackets. * , ** , and *** mean significance at 10%, 5%, and 1%, respectively. part of the effect of other capital market reforms clustered around that time. The number of additional reforms tends to be positive and statistically significant.
Reforms also seem to be associated with increases in stock market internationalization, even when controlling for other capital market reforms (middle panel). All the reforms under analysis are followed by significant increases in the market capitalization of international firms over GDP. Trading abroad also increases after the implementation of reforms, only the introduction of electronic trading systems and pension reform are not statistically significant.
Finally, the results for the share of international activity (bottom panel) suggest that reforms are followed by an acceleration in the internationalization process. In the regressions of the ratio of the market capitalization of international firms to total domestic market capitalization, all the reform coefficients enter positively and significantly, except for that on institutional reform. The results also indicate that the enforcement of insider trading laws and pension reform are followed by significant increases in value traded abroad over value traded domestically.
In sum, the results reported in Table 4 suggest that the reform dummies in our regressions are not just capturing the effect of implementing several reforms in a short period of time, but rather that the reforms analyzed have a positive marginal impact on stock market development and internationalization.
A difficult question concerning our results is whether the reform dummies are estimating the effect of some underlying trend not captured by the controls included in the regressions. To the extent that there are some remaining omitted factors that drive the processes of stock market development and internationalization over time, the reform variables could be capturing the impact of those omitted factors. To try to address this issue, we reestimated our regressions, controlling for time effects to capture any omitted factors that vary with time. Since most of the reforms took place in the first half of the 1990s and the post-reform period coincides with strong global trends towards financial development and internationalization, it is very difficult to accurately separate the impact of a time trend from that of reforms. Nevertheless, we find that in the regressions of domestic stock market development some of the reform dummies remain statistically significant and positive, suggesting that capital market reforms are associated with increases in domestic stock market activity beyond any underlying trend. In the case of internationalization, separating the impact of a common time trend from that of reforms would require longer time series of our dependent variables. These results and a detailed discussion appear in de la Torre et al. (2006) .
Finally, an important question is whether the reform decision is really exogenous or if countries implement reforms when they expect their stock markets to do well. We believe that endogeneity could potentially be relevant for some of the reforms analyzed, but in any case does not affect our results on internationalization. In other words, endogeneity arguments usually refer to domestic stock market development, as countries may implement reforms when they anticipate increased local market activity. It is less likely that reforms are implemented in response to expected increases in internationalization. Moreover, many of the reforms analyzed, such as privatization, institutional reform, and pension reform, constitute major policy initiatives and therefore it is unlikely that they were driven by (expected) changes in stock market activity. On the other hand, endogeneity could affect our results on the impact of capital market-specific reforms on domestic market development, as countries have incentives to invest in new trading platforms or enforce insider trading regulations when they expect increased local stock market activity. In sum, we think that even though endogeneity could be present, it would affect only a small part of our results and would not alter our main conclusions.
Conclusions
In this paper, we analyze the impact of capital market-specific and related reforms on stock market development and internationalization. Our empirical analysis shows that these reforms are followed by increases in capitalization and trading in the local market. The evidence thus suggests that reforms are positively related to domestic stock market development, contrary to the claim that they are not effective and that the variation in panel data studies comes only from cross-country differences. However, we also find that internationalization increases after reforms, relative to both GDP and domestic market activity. This runs contrary to the view that a poor domestic environment prompts firms to access international markets and that reforms reduce incentives to migrate abroad. Rather, it supports the hypothesis that reforms make local firms more attractive, allowing them to access international markets.
Our results come with some caveats. Reforms may be timed to coincide with high points in the domestic and/or international business cycles and with the implementation of other reforms. To address these issues, we control for domestic macroeconomic variables, US interest rates, and output growth in OECD countries. We find our results to be robust to the inclusion of these variables. However, these controls may not capture the full impact of other reforms and/or the business cycle. Also, some prior macroeconomic and institutional reforms may be necessary for capital market reforms to be successful. Furthermore, our reform dummies could be capturing the impact of some underlying trend driving the processes of stock market development and internationalization, not captured by the controls included in the regressions. Our robustness tests show that, when controlling for time effects in the regressions of domestic stock market development, some of the reform dummies remain statistically significant and positive, suggesting that capital market reforms are associated with increases in domestic stock market activity beyond any underlying trend. But accurately separating the impact of a common time trend from that of reforms would require longer time series of our dependent variables. Thus, more future research in this direction would be welcome.
Our conclusions should thus remain tentative. But they do suggest that reforms do not result in a lower level of activity abroad and a concentration of stock market activity in the domestic market, as some arguments predict. Our findings also suggest that financial globalization could pose a significant challenge to policymakers, as their efforts to foster domestic stock market development seem to translate into more activity abroad. The migration of trading to international markets may adversely affect the liquidity of those firms that remain in the local market and their ability to raise new equity capital. This could have a significant impact on medium sized firms, which are not able to directly access international markets. The unexpected impact of reforms on internationalization calls for a revision of the reform agenda and related expectations. Further research is necessary to understand whether the impact of reforms differs across countries and regions and if differences in the timing of specific reforms affect their impact on stock market development and internationalization. 30 
